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RISK AND MARKETING 
Gene E. Murra 
Department of Economics 
BEEF REPORT 
CATJ!LE 86-34 
Some r i s k  can be t r a n s f e r r e d  t o  someone e l s e ,  some may have t o  be r e t a i n e d  
by t h e  producer. P r i ce  r i s k  i s  one type of r i s k  which can be s h i f t e d  t o  someone 
e l s e  . 
The cash  market method of p r i c i n g  keeps t h e  r i s k  i n  t h e  hands of t h e  
producer. Often, t h a t  means t h a t  r i s k  i s  n o t  managed, j u s t  accepted a s  p a r t  of 
doing bus iness .  The forward p r i c i n g  techniques--cash forward p r i c i n g ,  f u t u r e s  
market and opt ions--offer  some opportuni ty t o  manage p r i c e  r i s k  by s h i f t i n g  some 
of t h a t  r i s k  t o  someone e l s e .  
Merely s h i f t i n g  p r i c e  r i s k  t o  someone e l s e  doesn ' t  n e c e s s a r i l y  mean e i t h e r  
more p r o f i t s  o r  even prudent management of t h a t  r i s k .  Each producer must 
eva lua t e  h i s  o r  h e r  awn s i t u a t i o n  and decide how much p r i c e  r i s k  they can a f f o r d  
and want t o  keep and how much they  want t o  "get r i d  of". Then, they  must dec ide  
how b e s t  t o  do t h a t  given t h e i r  own s i t u a t i o n ,  inc luding  t h e i r  a b i l i t y  t o  use t h e  
techniques a v a i l a b l e .  Remember, i n c o r r e c t  use  a c t u a l l y  could i n c r e a s e  p r i c e  
r i s k .  The key is t o  "manage t h e  r i s k "  you keep and s h i f t ,  no t  n e c e s s a r i l y  t o  
e i t h e r  keep i t  a l l  o r  s h i f t  i t  a l l  t o  someone e l s e .  
A l l  marketing techniques r e q u i r e  t i m e  i f  done c o r r e c t l y .  The use of forward 
p r i c i n g  techniques r equ i r e s  more information,  no t  less. Time i s  requi red  both t o  
l e a r n  t h e  procedures and t o  l e a r n  what they can and cannot do. 
(Key Words: Risk Management, Marketing, Hedging, Options Market.) 
In t roduc t ion  
Producers of a l l  a g r i c u l t u r a l  commodities assume many types  of  r i s k ,  
i nc lud ing  every th ing  from weather  r i s k  t o  d i s e a s e  r i s k  t o  p r i c e  r i s k .  The c a t t l e  
producer i s  no except ion.  
In  many cases ,  t h e r e  a r e  no means t o  t o t a l l y  s h i f t  t h e  r i s k  t o  someone else. 
In  f a c t ,  t h a t  probably would not  be d e s i r a b l e ,  s i n c e  i t  i s  t h e  assumption of r i s k  
which can l e a d  t o  p r o f i t s  ( o r  l o s s e s ) .  Rather,  producers must l e a r n  t o  manage 
t h e i r  r i s k  s o  t h a t  i t  becomes a  s e rvan t  r a t h e r  than t h e  r u l e r .  
The primary purpose of t h i s  paper i s  t o  o u t l i n e  some of t h e  means which t h e  
producers can use t o  manage only one form of r isk--pr ice r i s k .  C a t t l e  producers 
have f o u r  b a s i c  methods which they can use  t o  manage p r i c e  r isk-- the cash market, 
con t r ac t ing  f o r  f u t u r e  de l ive ry ,  t h e  f u t u r e s  market and t h e  op t ions  market. The 
p r i c i n g  a l t e r n a t i v e s  a r e  d iscussed  b r i e f l y  s o  t h a t  comparisons can be made. 
Cash Market 
Most producers a r e  f ami l i a r  with the  cash market. That i s  t h e  method they 
use most often. Essent ia l ly .  a p r i ce  i s  not  determined f o r  the  producer 's  c a t t l e  
u n t i l  they "go t o  market". Most producers do "expectn c e r t a i n  p r i ce  l e v e l s  t o  be 
prevalent  when they market t h e i r  c a t t l e ;  but. when t h e  cash method i s  used, t h e r e  
a r e  no guarantees. The producer i s  a p r i c e  taker .  The only decis ions  a r e  when 
t o  market and which market o u t l e t  t o  use. 
The cash market i s  used most by c a t t l e  producers because they a r e  f a m i l i a r  
wi th  it. For many feeder  c a t t l e  producers, the  cash market i s  the  only v i a b l e  
a l t e r n a t i v e  they have t o  p r i c e  t h e i r  product. The cash market is  e a s i e r  t o  use 
and requ i res  fewer decisions.  It is the  method under which the  producer 
maintains the  g r e a t e s t  degree of p r i ce  r i sk .  In  f a c t ,  t he  r i s k  i s  not  r e a l l y  
managed-it j u s t  is  included a s  p a r t  of the  s i t u a t i o n  o r  i t  i s  assumed t h a t  
" there  i s n ' t  anything t h a t  can be done about itn. 
Three major f a c t o r s  must be remembered when using the  cash method of 
marketing. F i r s t ,  because the  maximum l e v e l  of p r i ce  r i s k  i s  maintained by the  
producer, t h i s  method provides the  maximum po ten t i a l  f o r  p r o f i t s  & losses .  
Since e i t h e r  p r o f i t s  o r  l o s s e s  can occur, the  producer must be wi l l ing-and  a b l e  
t o  accept  e i t h e r  s i t u a t i o n .  Second, all planning i s  based upon p r i c e  
expecta t ions  or  fo recas t s .  These fo recas t s  can e i t h e r  be someone e l s e ' s  f o r e c a s t  
o r  the  producer's forecas t .  There i s  a tendency t o  be too  op t imis t i c  i n  
forecas t ing ,  meaning n e t  p r o f i t s  of ten  a r e  smal ler  o r  n e t  l o s s e s  a r e  l a r g e r  than 
expected. Third, i f  lenders  view the cash method of marketing a s  "too r isky",  
they may refuse t o  lend money, they may lend l e s s  money o r  they may charge a 
higher r a t e  of i n t e r e s t  f o r  the  money they do lend. 
Contracting For Future Delivery 
Of the  four methods noted, t h i s  pr ic ing  technique is second t o  t h e  cash 
method i n  frequency of use by c a t t l e  producers. However, it is a very d i s t a n t  
second. Essent ia l ly ,  t h i s  pr ic ing  technique involves the  use of a w r i t t e n  
con t rac t  between the  s e l l e r  (producer) and t h e  buyer. Sometimes t h i s  i s  c a l l e d  a 
forward contrac t  o r  a cash forward contrac t .  The contrac t  involves not  only 
p r i c e  but  a system whereby premiums can be added o r  discounts  can be deducted 
from t h e  i n i t i a l  price.  Qua l i ty  f ac to r s ,  quant i ty  f ac to r s  and any o the r  
cons idera t ions  deemed important should be  p a r t  of the  w r i t t e n  contract .  I n  t h i s  
method of pricing,  t h e  ac tua l  p r i ce  o r  the  method t o  be used t o  determine the  
a c t u a l  p r i c e  is determined when the  con t rac t  is  made. Actual de l ivery  of t h e  
c a t t l e  of the  q u a l i t y  and quant i ty  described i n  t h e  con t rac t  occurs a t  a l a t e r  
da te ,  a l s o  speci f ied  i n  t h e  contract .  
Many contract  p r i c e s  used i n  t h i s  pr ic ing  method a r e  based upon t h e  f u t u r e s  
market. For example, i f  a producer decided i n  t h e  Spring t h a t  he wanted t o  make 
a con t rac t  t o  d e l i v e r  feeder  c a t t l e  i n  November, the  con t rac t  p r i c e  l i k e l y  would 
be  the  November fu tu res  p r i c e  f o r  feeder c a t t l e  p lus  o r  minus a set amount, such 
a s  $3 o r  $4 per hundredweight. The d e t a i l s  f o r  a premium above t h a t  pr ice ,  o r  a 
discount  from it, would be out l ined i n  the  cont rac t .  I t  i s  l i k e l y  t h a t  a premium 
would be added i f  the  average weight of t h e  c a t t l e  so ld  i s  considerably l e s s  than 
650 lb.  A discount could be  made i f  the  average weight was a t  o r  above 650 l b .  
A s i m i l a r  procedure could be used f o r  fed  c a t t l e  using t h e  l i v e  c a t t l e  f u t u r e s  
market . 
Since  t h e  forward c o n t r a c t  p r i c e  u s u a l l y  i s  based upon t h e  f u t u r e s  market ,  
changes t h e r e  a f f e c t  most forward c o n t r a c t s .  S t a r t i n g  w i t h  t h e  September, 1986, 
f e e d e r  c a t t l e  f u t u r e s  c o n t r a c t ,  a l l  s e t t l e m e n t s  of c o n t r a c t s  s t i l l  open a t  
m a t u r i t y  a r e  made by ca sh  s e t t l emen t .  De l ivery  of t h e  f e e d e r  animal t o  f u l f i l l  
t h e  c o n t r a c t  i s  n o t  pos s ib l e .  The c r i t e r i a  ( q u a l i t y  f a c t o r s )  used t o  a r r i v e  a t  
t h e  s e t t l e m e n t  p r i c e  i s  based upon s l i g h t l y  h e a v i e r  and s l i g h t l y  lower  q u a l i t y  
an imals  t han  were used t o  de te rmine  t h e  f u t u r e s  market  p r i c e .  The n e t  impact t o  
t h e  p roducer  u s i n g  t h e  cash  forward c o n t r a c t  f o r  f e e d e r  c a t t l e  i s  i n  t h e  a r e a s  of 
b a s i s .  The preced ing  paragraph  sugges ted  t h a t  a $3 o r  $4 p e r  hundredweight 
deduc t i on  from t h e  f u t u r e s  market  p r i c e  b e  t aken  t o  a r r i v e  a t  a cash  forward 
c o n t r a c t  p r i c e .  Now, no deduc t ion  should  b e  made i f  t h e  p roduce r ' s  c a t t l e  weigh 
approximately  650 t o  700 l b  and meet t h e  ~ t h e r ~ ~ e c i f i c a t i o n s  of t h e  f u t u r e s  
c o n t r a c t .  Of course ,  deduc t i ons  s t i l l  are neces sa ry  i f  t h e  p roduce r ' s  c a t t l e  are 
much below t h e  q u a l i t y  of t h e  an imals  de sc r i bed  i n  t h e  cor responding  f e e d e r  
c a t t l e  c o n t r a c t .  And, a p o s i t i v e  b a s i s  may be  used (added) i f  a p roduce r ' s  
c a t t l e  a r e  of h i g h  q u a l i t y  b u t  weigh l e s s  t h a n  600 l b .  
Th i s  method i s  f a i r l y  e a sy  t o  u se  and ha s  ga ined  some accep tance  among 
producers .  P r i c e  r i s k  i s  s h i f t e d  from t h e  p roducer  t o  t h e  buyer.  There fore ,  
most of t h e  p r i c e  r i s k  i s  managed and t h e  element of r i s k  reduced. However, t h e  
p roducer  must a c c e p t  t h e  p r i c e  a s  agreed  upon--opportunity t o  a ccep t  a h i g h e r  
p r i c e  t han  t h e  ag r eed  upon p r i c e  i f  a c t u a l  c a sh  p r i c e s  are h i g h e r  a t  t h e  t i m e  t h e  
c a t t l e  a r e  d e l i v e r e d  a r e  gone. Any excep t i ons  l i k e l y  w i l l  be  r e l a t i v e l y  c o s t l y .  
Th i s  method of p r i c i n g  g e n e r a l l y  y i e l d s  a lower  n e t  p r i c e  t o  t h e  p roducer  
t han  do t h e  o t h e r  forward p r i c i n g  methods. However, t h e r e  a r e  no margin c a l l s  
and a b r o k e r  i s  n o t  needed. The main p a r t i c i p a n t s  i n  t h e  c o n t r a c t  are t h e  buyer  
and seller. 
Fu tu r e s  Market 
Most p roducers  have heard  about t h e  f u t u r e s  market,  v e r y  few use it and many 
would l i k e  t o  see i t  e l im ina t ed .  T h i s  p r i c i n g  method i s  more complicated t han  
t h e  f i r s t  two methods d i scussed .  E s s e n t i a l l y ,  it invo lve s  t h e  p r i c i n g  of a 
commodity now w i t h  a c t u a l  d e l i v e r y  of t h e  product  a t  a l a t e r  da t e .  That 
p rocedure  i s  c a l l e d  hedging. The main d i f f e r e n c e  from a forward c o n t r a c t  i s  i n  
t h e  d e l i v e r y  p rocess .  I n  a forward c o n t r a c t ,  d e l i v e r y  of t h e  p roduc t  i s  
expected.  I n  a f u t u r e s  c o n t r a c t ,  d e l i v e r y  is  p o s s i b l e  (excep t  f o r  f e e d e r  c a t t l e )  
b u t  n o t  expected.  P r i o r  t o  t h e  d e l i v e r y  d a t e ,  t h e  s e l l e r  buys back h i s  c o n t r a c t ,  
t h e r eby  r e l i e v i n g  him of t h e  r e s p o n s i b i l i t y  t o  d e l i v e r .  That repurchase  
g e n e r a l l y  occurs  c l o s e  t o  t h e  t i m e  t h e  c a t t l e  a r e  s o l d  on t h e  cash  market.  
However, t h e  repurchase  can be  made a t  any t ime  p r i o r  t o  t h e  e x p i r a t i o n  of t h e  
c o n t r a c t .  A q u i c k  example may show t h e  mechanics. I n  t h e  example, t h e  b a s i s  i s  
assumed t o  be  ze ro .  
Cash Market Fu tu r e s  Market 
March Calves  are born  S e l l  a Nov f u t u r e s  -- $75 
Mar Nov Raise c a l v e s  t o  500 l b  Hold f u t u r e s  c o n t r a c t  
Nov S e l l  c a l v e s  -- $70 Buy Nov f u t u r e s  c o n t r a c t  -- $70 
I n  t h e  above example, t h e  t o t a l  c o s t  of producing a 500-lb c a l f  i s  assumed 
t o  be  $350 o r  $70 p e r  hundredweight.  I f  t h e  c a s h  p r i c e  was on ly  $70, t h e r e  would 
have been a break-even s i t u a t i o n  on t h e  cash  s i d e .  But, t h e  f u t u r e s  market 
sha r ed  a n e t  g a i n  of $5 ( s e l l  f o r  $75 and buy f o r  $70) .  I f  one adds t h e  $5 
fu tu res  market ga in  t o  t h e  $70 cash p r i ce ,  t he  t o t a l  p r i c e  i s  $75 o r  a  n e t  of $5 
pe r  hundredweight. I n  t h i s  case,  t h e  f u t u r e s  market added t o  r e t u r n s  from t h e  
cash s i d e  because p r i ces  went down. I f  p r i c e s  had gone higher ,  say $80, t h e  
r e t u r n s  from t h e  cash s i d e  would have been reduced by "losses" on t h e  f u t u r e s  
s ide .  The n e t  r e s u l t ,  however, s t i l l  would have been a $75 p r i ce .  Again, a  
s i m i l a r  procedure could be  used by t h e  c a t t l e  f eede r  using t h e  l i v e  c a t t l e  
con t rac t .  
Producers do not  make extensive use of t h e  fu tu res  market f o r  seve ra l  
reasons--they don't  understand it ,  they don ' t  t r u s t  it o r  it doesn ' t  f i t  t h e i r  
s i t u a t i o n .  Most of the  p r i c e  r i s k  i s  s h i f t e d  t o  someone e l s e ,  u sua l ly  a  
specula tor .  The producer does maintain b a s i s  r i s k .  Generally, t h a t  r i s k  is  much 
lower than p r i c e  r i s k .  Also, t h e  producer cannot take  advantage of h igher  p r i c e s  
should they occur. Therefore, t h i s  t o o l  o f f e r s  p r i c e  p ro tec t ion  i f  p r i c e s  drop 
but  not  the a b i l i t y  t o  b e n e f i t  i f  p r i ces  go higher .  
The ne t  p r i c e  t o  t h e  producer genera l ly  i s  h igher  than t h e  forward con t rac t  
pr ice .  However, t h e r e  i s  an i n i t i a l  margin requirement and more may be required.  
Also, a  broker  must be used and t h a t  involves a  commission charge. 
Three major cons idera t ions  must be remembered when using the  f u t u r e s  market. 
F i r s t ,  t h e r e  is  t h e  r u l e  of oppos i te  t r ansac t ions .  When buying ( o r  producing) 
the  phys ica l  o r  cash commodity, t h e  producer s e l l s  a  f u t u r e s  con t rac t .  When 
s e l l i n g  t h e  phys ica l  commodity, t h e  producer buys back the  con t rac t .  Second, t h e  
volume of product hedged must be equal t o  o r  l e s s  than t h e  a c t u a l ,  phys ica l  
volume on hand o r  i n  t h e  production process. Transact ions i n  t h e  f u t u r e s  market 
f o r  l a r g e r  q u a n t i t i e s  than on hand o r  t o  be produced a r e  c a l l e d  specula t ing .  
Third, it i s  e s s e n t i a l  t h a t  the  use r  understand t h e  r o l e  of margin money (and t h e  
need f o r  an unlimited margin account),  t h e  impact of b a s i s  and con t rac t  
s p e c i f i c a t i o n ,  e s p e c i a l l y  a s  they , r e l a t e  t o  a c t u a l  production q u a l i t i e s .  
Opt ions  
This p r i c i n g  a l t e r n a t i v e  i s  t h e  newest and probably l e a s t  used of those  
a v a i l a b l e  t o  c a t t l e  producers. I n  f a c t ,  t h e r e  is  not  an opt ions  program 
a v a i l a b l e  f o r  f eede r  c a t t l e ,  only fed c a t t l e .  There may be an opt ions  program 
f o r  f eede r  c a t t l e  e a r l y  i n  1987, but  t h a t  i s  not  c e r t a i n .  
The l i v e  c a t t l e  opt ions  programs was i n i t i a t e d  i n  mid-1985 and has met wi th  
l i m i t e d  success. This a l t e r n a t i v e  has been compared t o  an insurance policy--you 
pay a charge (premium) f o r  p r i c e  p ro tec t ion  and use t h a t  p r o t e c t i o n  only i f  
circumstances warrant  using it. 
There a r e  seve ra l  bas i c  d e f i n i t i o n s  o r  concepts which must be understood 
before  a  producer should even cons ider  using t h e  opt ions  market. 
Options defined -- The RIGHT t o  buy o r  s e l l  a  f u t u r e s  con t rac t  a t  a  s p e c i f i c  
p r i c e  on o r  before  an exp i ra t ion  date.  
Cal l  opt ion  -- Right t o  BUY a Futures Contract.  The Ca l l  Buyer pays t h e  
premium and has t h e  r i g h t  t o  exerc ise .  The Ca l l  S e l l e r  c o l l e c t s  t h e  
premium and has an ob l iga t ion  i f  c a l l  i s  exercised.  
Put opt ion  -- Right t o  SELL a  Future Contract .  A Put Buyer pays t h e  premium 
and t h e  r i g h t  t o  exe rc i se .  A Put S e l l e r  c o l l e c t s  t h e  premium and has 
an o b l i g a t i o n  i f  t h e  put  i s  exerc ised .  
S t r i k e  p r i c e  -- Pr ice  a t  which the  Option Holder may buy o r  s e l l  t h e  
underlying Futures  con t rac t .  This p r i c e  i s  s e t  by t h e  exchange. 
Premium -- P r i c e  of an Option. This is  negot ia ted  by t h e  buyer and s e l l e r .  
Major f a c t o r s  a f f e c t i n g  t h e  premium a r e  (1) v o l a t i l i t y  of f u t u r e s  
p r i c e s ,  (2 )  s t r i k e  p r i c e  compared t o  f u t u r e s  p r i ce , (3 )  t ime, (4) market 
expecta t ions ,  and (5) i n t e r e s t  r a t e s .  
The concept of opt ions  seems confusing t o  those  who have no t  used it. A 
producer who wants t o  use the  opt ions  f o r  c a t t l e  can use e i t h e r  of two b a s i c  
s t r a t e g i e s :  ( a )  buy a  put  opt ion  o r  (b) s e l l  a  c a l l  opt ion.  
Buying A Put Option. I n  t h i s  s t r a t e g y  (buying a  p u t ) ,  t h e  buyer ( o r  
producer) r e a l l y i s  paying a  premium f o r  t h e  r i g h t  (not  ob l iga t ion )  t o  s e l l  a  
l i v e  c a t t l e  f u t u r e s  con t rac t .  Since it i s  no t  an  ob l iga t ion ,  t h e r e  a r e  no margin 
c a l l s .  The only c o s t s  involved a r e  the  i n i t i a l  premium and a  b roke r ' s  commission 
(genera l ly  i n  t h e  $50 t o  $100 range p e r  c o n t r a c t ) .  
I n  t h i s  a l t e r n a t i v e ,  t h e  buyer has unl imited upside p r i c e  p o t e n t i a l  and a l s o  
s e t s  a  f l o o r  p r i c e  f o r  h i s  c a t t l e .  The procedure used t o  compute t h e  minimum 
expected n e t  p r i c e  is  a s  follows: 
S t r i k e  P r i c e  - Premium - Basis  = Minimum Expected Net P r i c e  
This  means t h a t  b a s i s ,  t h e  same b a s i s  used i n  t h e  f u t u r e s  market, is  c r i t i c a l  i n  
a r r i v i n g  a t  a  f i n a l  expected p r i ce .  
An example of t h i s  s t r a t e g y  might b e s t  i l l u s t r a t e  what happens under va r ious  
p r i c e  changes. Again, a  fed  c a t t l e  example w i l l  be used because t h e r e  i s  not  a  
program f o r  f eede r  c a t t l e .  I n  t h e  example, t h e  b a s i s  is  assumed t o  be $1, t h e  
premium i s  assumed t o  be  $3 and t h e  s t r i k e  p r i c e  i s  assumed t o  be $60 ( a l l  on a  
hundredweight b a s i s ) .  Therefore, t h e  expected minimum p r i c e  i s  $56 ($60-$3-$1). 
Also, assume it i s  now October 15 and t h e  c a t t l e  w i l l  be ready f o r  market i n  
Apr i l .  That means t h e  i n i t i a l  a c t i o n  would be  t o  buy a  l i v e  c a t t l e  Apr i l  op t ion  
i n  October a t  a  s t r i k e  p r i c e  of $60 and t h e  c o s t  of t h e  opt ion  (premium) would be 
$3.  The r e s u l t s  of t h e  a c t i o n  a r e  shown i n  the  c h a r t  below under va r ious  
assumptions about c a t t l e  p r i c e s  i n  Apr i l  ( a c t u a l l y  l a t e  March s i n c e  the  Apr i l  
op t ions  c o n t r a c t s  e x p i r e  l a t e  i n  March). 
Cash Fed 
C a t t l e  P r i c e  
I n  Apri l  Action Net P r i ce  
$70 S e l l  c a t t l e  and not  exe rc i se  opt ion  $70-3-1=$66 
( f o r f e i t  premium) 
$65 S e l l  c a t t l e  and not  e x e r c h e  opt ion  $65-3-1=$61 
( f o r f e i t  premium) 
$60 S e l l  c a t t l e  and not  exe rc i se  option $60-3-1=$56 
( f o r f e i t  opt ion)  
$55 S e l l  c a t t l e - o f f s e t  option--collect $55-3-1 +5=$56 
$5 premium 
$5 0 S e l l  c a t t l e - o f f s e t  option--collect $5 0-3-1 +% 08=$56 
$10 premium 
The example i s  used t o  i l l u s t r a t e  t h a t  t h e  producer has s e t  a  f l o o r  p r i c e  
f o r  h i s  c a t t l e  through t h e  use of opt ions;  but  t h a t  t h e  producer a l s o  can t ake  
advantage of h igher  p r i c e s  should they occur. That w a s  no t  poss ib le  i n  t h e  
f u t u r e s  market. 
I n  t h e  a b w e  example, t h e  o r i g i n a l  premium i s  f o r f e i t e d  i f  p r i c e s  move 
h igher  o r  s t a y  a t  t h e  s t r i k e  p r i c e  l e v e l .  I f  cash p r i c e s  move lower, t h e  
producer can ga the r  i n  money by o f f s e t t i n g  h i s  option. I n  t h i s  case. o r i g i n a l l y  
a $60 put opt ion  was purchased f o r  $3. When t h e  cash p r i c e  i s  only $55, t h e  
opt ion  has a  va lue  of $5 ($60 - $55). I f  t h e  cash p r i c e  i s  only $50, t h e  $68 put 
opt ion  has a  va lue  of $10. Or ig ina l ly ,  a premium w a s  paid f o r  the  r i g h t  t o  s e l l  
something f o r  $60 ( s t r i k e  p r i c e ) .  Now, t h a t  something is  worth only $50. 
Therefore, t h e  r i g h t  t o  sell  a t  $60 i s  worth $18 ($60-$50). 
Se l l ing  - A - Cal l  Option. Another a l t e r n a t i v e  f o r  t h e  producer i s  t o  s e l l  a  
c a t t l e  c a l l  opt ion  f o r  April .  It should be  made c l e a r  t h a t  t h i s  a l t e r n a t i v e  has 
very  l i m i t e d  use under s p e c i a l  circumstances and should be used only by those who 
f u l l y  underst-and t h e  poss ib le  impacts. I n  f a c t ,  t h e  use of a  c a l l  a lone (not  i n  
conjunct ion wi th  a  put)  may add r i s k  t o  t h e  producer's s i t u a t i o n .  Assuming t h e  
va lues  a r e  t h e  same as i n  t h e  example, t h e  s e l l e r  (or  producer) ga the r s  
in a premium ($3) f o r  t h e  ob l iga t ion  (not  t h e  r i g h t )  t o  f u l f i l l  t h e  r i g h t s  of t h e  
buyer should t h a t  buyer choose t o  exe rc i se  h i s  option. The buyer ' s  r i g h t s  i n  
t h i s  case  a r e  t o  buy a f u t u r e s  con t rac t  a t  t h e  s t r i k e  p r i c e  of $60. The buyer 
pa id  t h e  $3 premium which t h e  s e l l e r  received. I f  t h e  buyer exe rc i ses  h i s  
opt ion,  t h e  s e l l e r  ( o r  producer) must e i t h e r  s e l l  a  con t rac t  t o  t h e  buyer f o r  $68 
o r  take  o f f s e t t i n g  a c t i o n  (buy a c a l l ) ,  and t h a t  may involve a d d i t i o n a l  
expenditures.  
The s e l l e r  of any opt ion  (put o r  c a l l )  does not  pay a premium. Rather, t h e  
s e l l e r  ga the r s  i n  t h e  premium. However, t h e  s e l l e r  may have t o  pay margin money 
i f  t h e  "market mwes aga ins t  him". The s e l l e r  has l i m i t e d  upside p r i c e  p o t e n t i a l  
and has unlimited r i s k .  The s e l l e r  does, however, genera te  a d d i t i o n a l  income 
from t h e  premium received. I f  nothing happens t o  f u t u r e s  p r i ces ,  t h e  s e l l e r  
pockets t h e  premium. 
A c h a r t  s i m i l a r  t o  t h e  one used f o r  buying a put can be used t o  i l l u s t r a t e  
t h e  r e s u l t s  of a  higher ,  lower o r  unchanged pr ice .  The assumptions used a r e  t h e  
same a s  f o r  t h e  previous strategy--the s t r i k e  p r i c e  i s  $60, t h e  b a s i s  i s  $1 and 
the  i n i t i a l  premium is  $3. 
Cash C a t t l e  
P r i ces  i n  
Ap r il Action Net P r i ce  
$7 0  S e l l  c a t t l e  and pay t o  o f f s e t  opt ion  $70+3-140 = $62 
$65 S e l l  c a t t l e  and pay t o  o f f s e t  opt ion  $65+3-1-5 = $62 
$60 S e l l  c a t t l e  and keep premium $60+3-1 = $62 
$55 S e l l  c a t t l e  and keep premium $55+3-1 = $57 
$5 0  S e l l  c a t t l e  and keep premium $50+3-1 = $52 
A quick comparison of t h e  two s t r a t e g i e s  po in t s  out  t he  following. 
(1) I f  p r i c e s  move sharp ly  h igher  o r  lower than t h e  o r i g i n a l  s t r i k e  p r i c e ,  
buying a  put w i l l  r e s u l t  i n  a  h igher  n e t  p r i ce .  This  method does s h i f t  p r i c e  
r i s k  t o  someone e l s e ,  u sua l ly  a  specula tor .  
(2)  I f  p r i c e s  don' t  d w i a t e  s i g n i f i c a n t l y  from t h e  s t r i k e  p r i c e ,  s e l l i n g  a  
c a l l  op t ion  w i l l  r e s u l t  i n  a  higher  n e t  p r i ce .  Note t h a t  p r i c e  r i s k  s t i l l  i s  
maintained by t h e  producer. I f  p r i c e s  go darn, s e l l i n g  a  c a l l  w i l l  no t  g ive  any 
p ro tec t ion .  
Which Al t e rna t ive  Is Best? 
There i s  no one s t r a t e g y  which r e s u l t s  i n  t h e  h ighes t  n e t  p r i c e  a t  a l l  
times. I n  f a c t ,  t h e  knowledge of which s t r a t e g y  is  b e s t  is  known only a f t e r  t h e  
f a c t .  That, hawever, does no t  mean t h a t  producers merely must t ake  t h e i r  changes 
and hope they p ick  t h e  b e s t  s t r a t e g y .  A g r e a t  dea l  depends on t h e  producer ' s  
goa l s  and ob jec t ives .  
For producers who a r e  r i s k  seekers  and have no r e a l  problem maintaining a l l  
of t h e i r  awn p r i c e  r i s k ,  t h e  cash market l i k e l y  w i l l  s u i t  them b e s t .  A s  noted 
e a r l i e r ,  it is  the  e a s i & s t  t o  use and r equ i re s  l i t t l e  o r  no knowledge of t h e  
o t h e r  a l t e r n a t i v e s  which could be used. 
The o t h e r  alternatives--forward cont rac t ing ,  f u t u r e s  market and options--all  
provide a  f l o o r  t o  p r i ces .  Howwer, both t h e  forward p r i c i n g  techniques and t h e  
f u t u r e s  market a l s o  provide a  c e i l i n g .  Only t h e  opt ions  market (buying a  pu t )  
a l s o  provides upward p r i c e  p o t e n t i a l s .  
I n  genera l ,  when t h e  f u t u r e s  p r i c e  is  s i g n i f i c a n t l y  h igher  than t h e  o r i g i n a l  
s t r i k e  p r i c e  a t  e x p i r a t i o n  of t h e  opt ion,  having bought a  put would have r e s u l t e d  
i n  t h e  h ighes t  n e t  p r i ce .  When t h e  f u t u r e s  p r i c e  is  approximately equal  t o  t h e  
o r i g i n a l  s t r i k e  p r i c e  a t  e x p i r a t i o n  of t h e  opt ion,  having so ld  a  c a l l  would have 
r e s u l t e d  i n  t h e  h ighes t  ne t  p r i ce .  Again, remember t h a t  s e l l i n g  a  c a l l  i s  - no t  
recommended a s  a  p r i c i n g  t o o l  f o r  products  t o  be  so ld  un le s s  t h e  u s e r  f u l l y  
understands what is  involved. When the  f u t u r e s  p r i c e  i s  s i g n i f i c a n t l y  lower than  
t h e  o r i g i n a l  s t r i k e  p r i c e  a t  e x p i r a t i o n  of t h e  opt ion,  s e l l i n g  a  f u t u r e s  c o n t r a c t  
would have r e s u l t e d  i n  t h e  h ighes t  n e t  pr ice .  
